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W: HAVE the cart before the horse when we contemplate paying for increased Federal 
expenditures out of anticipated increased revenues derived from an anticipated increase 


in economic growth. This is the new refinement of the old doctrine of deficit financing now 


being advanced by the school of neo-Federalists 
who first advocated deficit financing as sound 
economics. The argument then was that the 
deficit created in down-swings of the economy 
would be recouped during the periods of up- 
swing. It has become obvious to everyone by 
now that this recoupment just never comes 
about and we swing further into debt. 


Increasing Federal expend- 
itures on the theory that they 
will stimulate the economy to 
grow, which in turn will give 
us a bigger tax income to pay 
for these increased costs, is 
just as unrealistic as the origi- 
nal proposition of the present- 
day Federalists has proved 
itself to be. 


I doubt if the neo-Federal- 
ists really believe in this new 
refinement they are now push- 
ing. It seems apparent that 
they really do not care how 
we pay for the increased part 
they desire the Federal gov- 
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This Issue In Brief 


When we contemplate paying for in- 
creased Federal spending out of antici- 
pated increased revenues derived from an 
anticipated increase in economic growth, 
says Rep. Curtis in this Review, we are put- 
ting “the cart before the horse.”’ He terms 
this the “new refinement” of the old 
doctrine of deficit financing now being 
advanced by the neo-Federalist school, 


The neo-Federalists, he says, “really do 
not care” how we pay for the increased 
part they desire the Federal government 
to play in our economy. “They just want 
the Federal government to play that part.” 


Pinpointing some of the neo-Federalist 
“targets” as tax “loopholes,” dividend tax 
credits and the depreciation allowance, Mr. 
Curtis presents his counter-arguments to 
neo-Federalist theories on these subjects. 








ernment to play in our economy. They just want the 
Federal government to play that part. 


More attention needs to be paid than has been in 
the past to the dangers of large Federal expenditures. 
The Federal government has a power, and to that 
extent does not have a check, which no other political 
government, state or local and certainly no private 
economic group or individual has to finance expendi- 


tures. This power is the power 
to print money. Federal budg- 
etary deficits must be paid for 
if the Federal government is 
to remain solvent. If suffi- 
cient moneys are not collected 
through taxes the Federal 
government must sell bonds 
to make up the difference. 
Federal bonds under our cen- 
tral banking system are easily 
translated into money and if 
the other economic factors are 
of a certain nature, the print- 
ing and marketing of addi- 
tional Federal bonds to pay 
for deficit financing creates 
inflation. 
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Inflation in an economic sense is a form of taxa- 
tion. It transfers purchasing power from the private 
sector of the economy to the governmental sector. 
Inflation, however, is probably the most enervating 
form of taxation known to man. It thwarts economic 
growth. Furthermore, inflation is the most unfair form 
of taxation because it taxes those least able to pay, the 
low income groups the most, and the high income 
groups the least, percentagewise. The reason is obvi- 
ous. Inflation taxes the consumer dollar and the lower 
the income of a person the higher the percentage of 
the income is spent for consuming; the higher the in- 
come of the person the lower is the percentage of the 
income spent on consumption. Finally, inflation shifts 
purchasing power within the private sector of the 
economy in a way which is damaging to the savings of 
the lower income groups, which tend to be in non- 
equity investments, or if in equity investments in those 
giving regular dividends as opposed to equities plow- 
ing back earnings into growth. 


Will Destroy Economic Growth 


The neo-Federalists call themselves liberals and 
friends of “the little man” and indeed they advance 
their programs calling for further concentration of 
political and economic power in the Federal govern- 
ment in the name of liberality and of “the little man.” 
Nothing could be further from the truth. Their fiscal 
policy is the acme of illiberality and “soak the poor and 
favor the rich.” The neo-Federalists now advance their 
programs with an added goal — economic growth. 
Their fiscal policy will destroy economic growth and 
will concentrate economic power into the hands of the 
few. 


The neo-Federalists have another theory as to how 
they will pay for the increased Federal expenditures 
their programs call for. They advance this theory 


Rep. Thomas B. Curtis of 

Missouri is recognized as one 

of the leading economic ex- 

perts of the House of Repre- 

sentatives. He was re-elected 

as Representative for the 2nd 

Missouri Congressional Dis- 

trict last year and began his 

6th term in Congress on Janu- 

ary 3. Rep. Curtis is a mem- 

ber of the House Ways and Means Committee, the 

Joint Economic Committee and the House Sub- 

Committee on Social Security. This Review is based 

on an address Mr. Curtis gave at the University of 

Dayton (Ohio) Institute on Federal Taxation on 
December 16. 





when they become hard pressed on their growth 
theory. This theory is to close the tax loopholes. Iden- 
tifying tax loopholes to close has become a great 
political sport. What a tax loophole is to one person 
is tax equity to another. Most so-called tax loopholes 
are what I term tax differentials. They are different 
tax treatment put in the law in theory to attempt to 
measure or reflect an economic difference existing be- 
tween two taxpayers. 


Differentials Should Be Reviewed 


Let me state the differential theory of the tax treat- 
ment for oil depletion. I have found over a period of 
years that this theory is so little known that I have 
undertaken to set forth its elemental features when- 
ever I mention it. Furthermore, it has become the sym- 
bol of the unclosed loophole to the neo-Federalists. It 
is the shibboleth that enables one modern day Hamil- 
tonian to recognize his fellow. 


The constitutional amendment which permits the 
Federal government to tax incomes limits this power 
to earned incomes. The Federal government cannot 
levy a tax on capital. A Federal tax law which did not 
give extractive industries depletion allowances and all 
industries depreciation allowances would be uncon- 
stitutional as a tax on capital. In other words some of 
the cash coming in from mining or business is return 
of capital which cannot be taxed. 


An extractive industry cannot go into the market 
place and replace a depleted ore body in the same 
fashion that a manufacturing industry can go into the 
market place and replace a piece of worn out machin- 
ery. Therefore, the return of the dollar value of an ore 
body in dollars to a mining company does not mean 
that the mining company can stay in business by buy- 
ing another ore body to replace the one depleted. To 
measure this economic difference between an extrac- 
tive industry and a manufacturing industry the Con- 
gress gave to the extractive industries, in addition to 
the return of capital dollars for depletion, what was 
termed to be a discovery allowance or an estimate of 
what it would cost the company to discover and pur- 
chase a new ore body. 


The theory is sound but any differential may be- 
come a preferential — or indeed an inadequate differ- 
ential — as the economic difference sought to be 
measured changes. So the 27% percent depletion 
allowance for oil, set as it was in 1920, might well be 
a preferential today in light of the increased knowl- 
edge we now have in the science of geology. On the 
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other hand, as oil generally becomes depleted, it is 
entirely possible the cost of each new oil discovery 
goes up increasingly. 


Certainly it is true that any differential placed in 
our tax laws should be reviewed periodically to be 
certain that changed circumstances have not altered 
the economic difference sought to be measured. 


Approaching so called tax loopholes as differentials 
that may have become preferentials is an entirely dif- 
ferent sport than approaching them as do the dema- 
gogues with the insinuation that somebody is rooking 
the government, even though upon examination we 
may find that somebody has a real preferential or 
loophole. However, destroying economic differentials 
without careful and objective examination as if they 
perforce were preferential can be very damaging eco- 
nomically. Instead of promoting growth, eliminating 
differentials can badly damage growth. 


Must Amend Depreciation Laws 


Another differential that the neo-Federalists have 
marked out for elimination is the tax credit given in 
the personal income tax for income derived from com- 
mon stocks. 


This tax credit seeks to measure to some extent the 
different tax treatment given to the two other basic 
methods of corporate financing: 1. Through borrow- 
ing, debt financing; 2. through retained earnings. 


A corporation financing its expansion through sell- 
ing bonds or borrowing from the bank is permitted to 
deduct the interest payments to the bond holder or the 
bank from its gross income. Therefore, this form of 
financing escapes the 52 percent corporate tax and the 
Federal government only collects from the personal 
income tax of the one paid the interest. 


A corporation financing its expansion through re- 
tained earnings pays the 52 percent corporate tax on 
the earnings, but its shareholder who gets the increase 
in the value of his equity shares as the result of the 
plowed-back earnings pays no tax unless he sells his 
security and realizes this gain. In this event he pays 
no more than the 25 percent capital gains tax. 


A corporation financing its expansion through 
floating a new equity issue, which from an economic 
standpoint is better financing for itself and better for 
the investing public because it permits more people to 
become stockholders, pays a 52 percent tax on its 
earnings and then the stockholder pays a Federal in- 


come tax on his share of the earnings distributed to 
him as a dividend. 


To the extent that the dividend tax credit encour- 
ages more equity financing in lieu of debt or retained 
earning financing — to that extent the Federal govern- 
ment collects more taxes from the investing public 
even after the dividend tax credit than it would have 
collected if the corporation had done its financing 
either of the two other ways. 


The dividend tax credit means a great deal to the 
healthy economic growth of this country, as well as to 
the opportunities of the little man to invest in good 
equity securities — inflation-resistant savings. Yet the 
neo-Federalist is hard at work to eliminate this great 
economic reform. 


A third target for the neo-Federalist is the deprecia- 
tion allowance. Here he has opposed all efforts to 
make depreciation allowance conform to the economic 
facts of a rapidly advancing technological society such 
as we have today. Depreciation allowances have been 
set, understandably in the past, on a schedule based 
upon the anticipated physical life time of a piece of 
machinery. In a rapidly moving society, machinery 
becomes obsolete before it wears out. We must amend 
our depreciation laws to conform to this economic 
reality. Our failure to do so is badly stifling technolog- 
ical advancement — which if it is not economic growth 
itself is certainly the core of growth. Yet the neo- 
Federalist fights this essential need of economic 
growth. 


Measuring Real Economic Growth 


There are many other factors in our present tax 
laws that are deterrents to economic growth. Their 
elimination would increase economic growth and give 
us more tax revenue, but I would not be so brash as 
to spend the money from these anticipated revenues 
before we had proof that the economic analysis was 
correct. 


The Curtis-Ikard seed-corn tax bill is an example 
of tax revision which I am satisfied would stimu- 
late economic growth immeasurably. The economic 
theories behind this bill are these. 1. New and small 
businesses — and these essentially are growth busi- 
nesses — use retained earnings as their main source 
of financing their growth. They cannot get loans or 
float new equity issues as can the larger companies. 
Yet under our tax laws we in effect tax their seed corn 
— the seed to plant two acres harvested from the one 
acre planted and reaped. The way the Curtis-Ikard 
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bill is set up the business to get the tax credit, limited 
to $150,000 of earnings, would have to reinvest the 
earnings in capital goods expansion, plant, equip- 
ment, inventory or working capital (for service and 
retail industries). Such investment means jobs, of 
course. 


The CIO-AFL has come out advocating a personal 
income tax cut to stimulate our lagging economy on 
the theory that purchasing power in the hands of the 
people is the factor needing stimulation. Indeed it is 
not. The remarkable thing about the present business 
slump is that purchasing power has continued to go 
up. People just are not buying. Giving them more pur- 
chasing power will not make them buy. We need to 
put purchasing power in the hands of those who do 
not have it — the unemployed. The way to do that is 
through giving them jobs. The Curtis-Ikard bill, aside 
from the fundamentally sound economic job it would 
do for future economic growth and a better balance 
between small and large businesses, would give jobs 
immediately. Small and growth businesses would have 
to invest their earnings now to get the tax credit. 


* 


Finally, I would like to say a word about economic 
growth itself. Gross national product is a limited eco- 
nomic indicator to measure growth. That which is 
the essence of growth, research and development, 
vocational training and education of all sorts, is not 
reflected greatly in GNP figures — new plants and 
machinery loom large. What we need is more money 
in research and development and education if we are 
to continue growing — not more steel capacity. 


Russia, Germany, France, Great Britain and Japan 
all have had remarkable GNP increases since World 
War II — greater growth ratio than in the U.S.A. 
All of these countries, I would remind you, were indus- 
trial countries where capital plants were badly dam- 
aged in World War II. I think what we have seen is 
the shortcomings of the GNP in measuring true eco- 
nomic growth. The real economic growth in the U.S.A. 
involves the shift from manufacturing to services, the 
improvement in technologies. I think the time is long 
overdue when we should start studying ourselves 
seriously and objectively and stop trying merely to 
keep up with the Joneses in GNP. 


* 


